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With this issue The Woman CPA is 
pleased to introduce a new depart­
ment to be called Compensation. 
Mary R. Golden, CPA, D.B.A. will 
edit the Compensation column. Ms. 
Golden is associate professor of 
accounting, at Auburn University in 
Montgomery Alabama, and was pre­
viously associated with Harris, Kerr, 
Forster & Co., CPAs, in Memphis. 
She is a member of AICPA, AAA, 
AWSCPA and ASWA, and addressed 
the Joint Annual Meeting of the latter 






The purpose of this article is to 
give the reader an overview of 
qualified deferred compensation 
plans. Four general topics are dis­
cussed: plan design considerations, 
comparison of major types of plans, 
taxation of plan distributions and 
plan reporting requirements.
Plan Design
Good plan design depends on the 
purpose of the plan. Generally, this 
purpose is different for large 
publicly-held corporations and small 
closely-held ones. This article con­
centrates on plan considerations for 
the small corporation, where the pur­
pose is to gain favorable tax treat­
ment for key personnel while meet­
ing the non-discrimination provi­
sions of federal regulations. Good 
plan design, assuming maximization 
of benefits for a few key people, nor­
mally includes a) exclusion of partic­
ipation of as many non-key in­
dividuals as possible, b) restriction 
of vesting provisions and c) integra­
tion with Social Security.
Participation
The Employee Retirement Income 
Security Act of 1974 (ERISA) allows 
participation standards which ex­
clude employees who are not 25 
years of age or who have worked for 
less than one year. A year of work is 
generally interpreted as working 
more than 1,000 hours in a 12-month 
period. It is also allowable to restrict 
participation to those employees 
who have at least three years of serv­
ice, but they must be 100 percent 
vested upon participation. Unionized 
employees may be eliminated from 
the plan where “good-faith” 
bargaining for fringe benefits can be 
shown.
Another technique for participa­
tion restriction is referred to as the
Editor:
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70/80 rule. The rule allows exclusion 
of whole classes of employees as 
long as the limit is met. Basically this 
allows an employer to exclude up to 
30 percent of employees as long as 
80 percent of the remaining 70 
percent participate in the plan.
Vesting
Vesting standards are another 
useful tool to reduce the cost of 
providing benefits to non-key 
employees. Even though employees 
are participants in the plan, until 
their benefits are vested (that is, non­
forfeitable) there is no real cost to 
the employer. Three vesting for­
mulas are outlined in ERISA: 1) cliff 
vesting, 2) 5/15 rule, and 3) rule of 
45. An employer may adopt other 
schedules as long as they are no 
more restrictive than the schedules 
provided in the law.
Cliff vesting means that there is no 
vesting until the 10th year of service, 
at which point benefits become 100 
percent vested. The 5/15 rule man­
dates 25 percent vesting after 5 
years of service with annual incre­
ments until full vesting is reached at 
the end of 15 years of service. The 
rule of 45 bases vested amounts on 
the sum of the employees’ age and 
years of service. The first stage of 
this schedule provides that the par­
ticipants be 50 percent vested when 
the sum of their age and years of 
service equals 45, if they have at 
least 5 years of service. However, the 
IRS has the power to enforce stricter 
vesting rules if they feel discrimina­
tion has occurred in practice.
Integration
Congress recognized the fact that 
an employer is already providing 
retirement benefits through payroll 
tax contributions. Further, these 
benefits are slanted towards the 
lower paid employees because of 
the contribution limit. Integration of 
a retirement plan with Social 
Security allows an employer to make 
up for this discrimination against 
higher paid employees.
Integration techniques differ with 
the type of plan adopted. For a plan 
that is classified as defined contribu­
tion (see discussion in subsequent 
section) the assumed Social 
Security contribution is 7 percent of 
compensation up to the annual limit. 
This percent takes into considera­
tion death and survivor benefits built 
into the law. This assumption allows 
the employer to contribute an extra 7 
percent of salaries over a certain 
level, called the integration level. 
The integration level can be set at 
any amount below the current Social 
Security maximum salary or a partic­
ipant’s covered compensation 
amount. Covered compensation is 
the weighted average of the Social 
Security limits during the working 
life of an employee. For example, an 
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employee 30 years old would have a 
much higher covered compensation 
amount than a 50 year old employee 
due to the rising Social Security 
limits. As an illustration, assume 
there are three participants in a plan 
with salaries as follows:
Participant A — $ 60,000 
Participant B — 30,000 
Participant C — 10,000
$100,000
The allocation formula is:
1. 7% of all compensation over 
$15,000 (the integration level), 
plus
2. 5% of all compensation
The maximum contribution under 
this formula would be allocated as:
A’s share, 7% of $45,000 plus
5% of $60,000 $6,150
B’s share, 7% of $15,000 plus
5% of $30,000 2,550
C’s share, 5% of $10,000 500
Total $9,200
From the above example, it is clear 
that while A’s salary was only 60 
percent of total salaries A’s share of 
the contribution was 67 percent 
($6,150/$9,200).
For a defined benefit plan (also 
discussed in a later section), the in­
tegration level is expressed in terms 
of promised retirement benefits 
rather than promised contributions. 
The limit is 37 1/2 percent of com­
pensation which is the average 
Social Security retirement benefit. 
This means that a defined benefit 
plan can promise up to 37 1/2 per­
cent higher benefits to key personnel 
whose salary exceeds Social 
Security coverage.
All three of the above design tools 
enable an employer to slant retire­
ment plan benefits to higher paid key 
employees without violating dis­
crimination rules and thereby losing 
the favorable tax treatment afforded 
qualified plans. They key design ele­
ment, however, that must be con­
sidered is the type of plan to be 
adopted.
Major Types of Qualified 
Plans
Generally, deferred compensation 
plans are classified as defined con­
tribution or defined benefit. The 
following is a review of the key 
characteristics of these two types of 
plans and a discussion of multiple 
plans.
Defined Contribution
There are two basic types of 
defined contribution plans: Money 
purchase and profit sharing. Both 
types share certain common 
features, such as:
1. Funding of plans is relatively 
simple and easy to explain. An 
actuary is not required.
2. Younger employees generally 
receive higher benefits.
3. Individual participation ac­
counts are maintained, which 
allows direction of investments 
by individual participants.
4. Annual addition to each partici­
pant’s account is limited to the 
lesser of 25 percent of compen­
sation or a set amount ($41,500 
for 1981).
Of the two types of plans, profit 
sharing ones are most common 
because of their flexibility. An 
employer can contribute little or 
nothing in lean years and increase 
contributions in more profitable 
years. Contributions are limited to 15 
percent of covered payroll with a 10 
percent catch-up allowance. For ex­
ample, an employer could contribute 
5 percent of salary in one year and 
25 percent the next. This stays within 
the 15 percent per year cumulative 
restriction and the 25 percent per 
year maximum.
Another distinctive feature of prof­
it sharing plans is that forfeitures 
from non-vested employees whose 
services are terminated are reallo­
cated to the remaining participants. 
These reallocated forfeitures are 
taken into consideration when deter­
mining if the 25 percent limitation is 
met.
Contributions to a money 
purchase plan are a fixed percen­
tage of participant compensation. 
ERISA classifies these plans as pen­
sion plans that come under ERISA’s 
minimum funding standards. The 
employer could be subjected to a 
100 percent non-deductible excise 
tax if plan contributions are not 
made on a timely basis.
An advantage of money purchase 
plans is the increased deduction 
allowance. An employer can con­
tribute and deduct up to 25 percent 
of covered compensation per year 
under this type of plan. Forfeitures 
from terminated employees reduce 
the employer’s contribution rather 
than being reallocated as in profit 
sharing plans.
In addition to profit sharing and 
money purchase plans, the defined 
contribution family also includes 
less common plans, such as: 
Simplified Employee Plans (SEP’s), 
Stock Bonus Plans, Employee Stock 
ownership Plans (ESOP’s), and 
TRASOP’s (Tax Reduction Act Stock 
Ownership Plans).
Defined Benefit
Defined benefit plans are normally 
more complex than defined contribu­
tion plans. The calculation of the 
employer’s contribution is based on 
assumptions about retirement sal­
aries, interest rates, etc., rather than 
use of a fixed formula. ERISA 
requires that an actuary, enrolled 
under provisions in the Act, 
certify to the correctness of these 
calculations.
The principal advantage of 
defined benefit plans in closely-held 
companies is that they allow ac­
cumulation of large retirement 
benefits in a short period of time. For 
example, a 59 year old professional 
making in excess of $200,000 a year 
(some people do!) who wishes to 
retire at age 65 could only contribute 
$41,500 annually for the six years to 
a retirement fund in a defined con­
tribution plan. This contribution 
would provide a total retirement 
benefit of approximately $300,000. 
Under a defined benefit plan, 
however, the annual contribution 
could be as large as necessary to 
guarantee an annual retirement 
benefit in excess of $100,000.
The maximum limitation on prom­
ised annual retirement benefits is the 
lesser of 100 percent of average pay 
for the highest three years or a fixed 
amount (set at $124,500 for 1981). 
This benefit is reduced for less- 
than-10-year service periods, in­
tegration with Social Security, early 
retirement and other beneficial pro­
visions. If this promised benefit 
limitation is adhered to, there is no 
limit on the amount deductible on the 
employer’s tax return for any one 
year.
In order to prevent sole share­
holders from setting up a defined 
benefit plan and then terminating the 
plan after their retirement, certain 
restrictions have been included. One 
burdensome restriction is being sub-
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ject to Pension Benefit Guaranty 
Corporation (PBGC) liability. ERISA 
established this non-profit corpora­
tion to insure pension benefits. 
When a defined benefit plan is termi­
nated, the PBGC may assess a lien 
on up to 30% of corporate assets in 
order to ensure availability of prom­
ised benefits. In addition, annual in­
surance premiums must be paid to 
this organization.
Multiple Plans
To maximize benefits in deferred 
compensation plans, it is sometimes 
useful to combine plans. ERISA pro­
vides for two limitations when multi­
ple plans exist. These limitations are 
over and above those associated 
with each individual type of plan.
If an employer provides a profit 
sharing plan and any other type of 
pension plan, the annual contribu­
tion for each participant from all 
plans combined cannot exceed 25 
percent of compensation. If the 
multiple plans do not include a profit 
sharing plan, then the 1.4 rule is ap­
plicable. This rule states that the 
contribution to, or benefits from, all 
plans combined cannot exceed 140 
percent of the maximum contribution 
or benefits allowed. For example, 
assume an employer establishes a 
15% money purchase plan and an 80 
percent defined benefit plan for the 











This example falls within the 1.4 (140 
percent) rule and is an example of a 
permitted combination.
The above considerations all were 
concerned with initial plan design. 
There are prototype plans available 
for adoption. However, before using 
these master plans, be sure they 
meet all needs.
Taxation of Plan Distributions
The taxation of distributions from 
a qualified plan depends on whether 
the benefits are received in a lump 
sum payout or as periodic payments. 
Periodic payments are taxed as 
ordinary income in the period 
received, assuming all benefits 
come from employer contributions 
or tax deferred employee contribu­
tions. Lump sum payouts may be 
taxed in several ways.
Lump Sum Distributions
A payout qualifies as a lump sum 
distribution if it meets all of the 
following requirements:
1. Distribution must be within one 
taxable year (not necessarily 
the year the following events 
occur).
2. Amount distributed must be the 
entire balance due the partici­
pant from all of the employer’s 
qualified pension plans, stock 
bonus plans, or profit sharing 
plans.
3. Distribution must become paya­
ble (a) as a result of the partici­
pant’s death, (b) after the par­
ticipant reaches age 59 1/2, or 
(c) as a result of the employee’s 
separation from service.
If the distribution qualifies as a 
lump sum distribution, there are 
three favorable tax treatments. They 
are capital gains treatment, 10-year 
averaging, and tax deferral due to 
rollover. Ordinary income treatment 
is required when distributions do not 
qualify for one of these three 
methods.
Capital Gains — Any part of a 
lump sum distribution allocable to 
pre-1974 service is afforded capital 
gains treatment. The amount so allo­
cated is based on the ratio of time 
spent in the plan prior to 1974 com­
pared to total time as a plan partici­
pant. The actual amount allocated to 
the participant’s account before 
1974 is not important. An employee 
has the option of treating all of the 
distribution as ordinary income, if 
the 10-year averaging rule described 
below produces a lower tax liability.
Ten-Year Averaging — The 10- 
year averaging method basically 
taxes the distribution as if it were 
received over a ten year period. 
There is also a “minimum distribu­
tion allowance” which reduces the 
taxable amount for distributions less 
than $70,000. The “single” taxpayer 
rate is used to calculate the tax on 
1/10 of the distribution. This calcula­
tion is made without reference to any 
other income the participant may 
have for the year of distribution, thus 
mitigating the effect of progressive 
tax rates. The resulting tax is then 
multiplied by ten to arrive at the tax 
liability.
There are several general restric­
tions applicable to use of the 10-year 
averaging rule. First, this method 
can only be used once after a person 
reaches age 59 1/2. Second, an 
employee must have been a plan 
participant for five or more taxable 
years before the taxable year of the 
distribution. Third, if the employee 
has used this method within the last 
six years, the new distribution is ag­
gregated with the prior distribution. 
Such treatment forces taxation at the 
higher tax rates and disallows use of 
the “minimum distribution 
allowance” more than once within a 
six-year period. This is referred to as 
the “look back” rule.
Tax Deferral due to Rollover — 
Within 60 days of receipt of a lump 
sum distribution from a qualified 
plan, a participant can roll the dis­
tribution over into an Individual 
Retirement Account (IRA) or other 
qualified plan. This rollover defers 
any taxation until the amount is with­
drawn from the IRA or other 
qualified plan. If any amount of a 
lump sum distribution is rolled over 
in this manner, the capital gains 
treatment and the 10-year averaging 
method described above are no 
longer available for any part of the 
distribution either at that time, or 
later when the benefits are with­
drawn. Distributions attributable to 
employee contributions cannot be 
rolled over. Rollover treatment is 
permissible when a plan termination 
caused a distribution, even though 
the employee has not terminated 
employment or reached age 59 1/2.
Plan Reporting Requirements
Various forms must be completed 
when the plan is adopted or termi­
nated. However, the following dis­
cussion is limited to reporting re­
quirements for an ongoing deferred 
compensation arrangement.
Federal Reporting
The basic requirement for federal 
reporting is the filing of the annual 
report, series 5500. The report form 
used depends on the type of 
organization and the size of the plan. 
Corporate plans with more than 100




Professional education of women 
accountants is an important goal of 
both American Woman's Society of 
Certified Public Accountants 
(AWSCPA) and American Society 
of Women Accounts (ASWA). 
Thousands of dollars have been 
contributed since 1966 to the 
Educational Foundation by mem­
bers of the two societies for use in 
funding projects that include the 
printing of career literature, award 
of scholarships, statistical surveys 
of members and funding of compli­
mentary subscriptions to The 
Woman CPA. The success of pro­
posed educational activities by 
AWSCPA and ASWA is heavily de­
pendent on funds channeled from 
the membership into the Founda­
tion. Since the Foundation is with­
out endowment or corpus large 
grants are solicited from members, 
and matching gifts from employers, 
to subsidize regional and area ac­
counting seminars, graduate fellow­
ships, periodic distribution of The 
Woman CPA to accounting depart­
ments of accredited colleges and 
universities, and new career 
literature.
The Educational Foundation of 
AWSCPA-ASWA invites contribu­
tions as a fitting tribute to honor a 
professional friend, or to com­
memorate a life of achievement.
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P.O. Box 389
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participants generally are required 
to file form 5500. In most cases, an 
auditor’s opinion must accompany 
the form. Smaller plans file either 
5500C or 5500R, neither of which re­
quires an audit. Defined benefit 
plans must include Schedule B 
signed by an enrolled actuary attest­
ing to the contribution amount. Addi­
tionally, Schedule A must be com­
pleted if insurance policies provide 
some benefits of the plan.
If any participants have left during 
the year with deferred, vested 
benefits, form SSA must be attached 
to the applicable 5500. This form 
alerts the Social Security Adminis­
tration that certain benefits are due a 
particular employee at retirement, 
and the SSA will so notify the 
employee at such date. Most defined 
benefit plans must also file annual 
returns with the PBGC.
Participant Reporting
Under ERISA, participants have 
the right to review all plan docu­
ments and financial statements upon 
request. They also have the right to 
receive each year a summary of the 
annual report referred to above. 
Additionally, once a year they can 
request a statement of their accrued 
benefits to date. A statement of ac­
crued benefits must also be provided 
upon retirement or other severance 
from the plan. Upon adoption of the 
plan and every five or ten year 
thereafter, a summary plan descrip­
tion written in terms understandable 
to all participants must be provided. 
The five year interval is required if 
any plan amendments have been 
made during the preceding five 
years. If a participant receives a dis­
tribution from the plan during any 
period, they must be provided with a 
W-2P or 1099R, depending on the 
nature of the distribution.
Concluding Remarks
As mentioned at the outset, this 
article was intended as an overview. 
The purpose was to provide the 
reader with a general knowledge of 
certain types of deferred compensa­
tion plans, the taxation of benefits 
from these plans, and reporting re­
quirements attendant to these plans. 
Future articles will detail many of the 
points addressed here and review 




Classic business clothes, traditionally 
styled, for the executive who must main­
tain a professional image throughout her 
pregnancy. Can you afford not to? FREE 
CATALOGUE and swatches:
MOTHERS WORK




Exclusive in America’s most prof­
itable and dynamic industry is 
being offered for the first time in 
this area. International company 
will place qualified individual in 
“turn key” business, train key peo­
ple, provide inventory, finance 
your customers, and pay you thou­
sands of dollars “up front” on or­
ders where your customers pay 
only on future energy savings. 
Existing customers of our 
franchisees reads like “who’s 
who” of fortune 500.
If you qualify, you will be flown to 
Los Angeles for a tour of installa­
tions and personal interview. 
Minimum investment of $40,000 to 
$100,000. Call president at 
1-800-323-6556, ext. R-137 or write: 
Federal Energy Systems Inc., Suite 
200, 336 N. Foothill Rd., Beverly 
Hills, California 90210.
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